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25 Insurance and Pension Fund Operations 

Chapter Objectives 


■ describe the main operations of insurance companies 

■ explain the exposure of insurance companies to various 
forms of risk 

■ identify the factors that affect the value of insurance 
companies 

■ describe the common types of private pension plans 

■ explain how pension funds are managed 

■ explain the key factors that influence the performance of 
pension portfolios 

© 201 3 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part, except for use as 
permitted in a license distributed with a certain product or service or otherwise on a password-protected website for classroom use. 



Background 


■ Insurance companies provide various forms of insurance 
and investment services to individuals and charge a fee 
(called a premium) for this financial service. 

■ Common types of insurance include life insurance, 
property and casualty insurance, health insurance, and 
business insurance. 

■ An individual’s decision to purchase insurance may be 
influenced by the likelihood of the conditions that would 
result in receiving an insurance payment. 

■ The insurance industry faces an adverse selection 
problem, meaning that those who are most likely to 
need insurance are most likely to purchase it. 
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Background 


Determinants of Insurance Premiums 

■ The premium charged by an insurance company for each 
insurance policy is based on the probability under which 
the company will have to provide a payment to the 
insured (or the insured’s beneficiary) and the potential 
size of the payment. 

■ The premium charged is determined by the present value 
of a payment that they will have to make for a specific 
insurance policy. 

■ The premium will also contain a markup to cover 
overhead expenses and to provide a profit beyond 
expenses. 
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Background 


Determinants of Insurance Premiums 

■ Dilemma When Setting Insurance Premiums 

■ The adverse selection problem means that people who have 
insurance are more likely to suffer losses (and therefore to 
file claims) than people who do not have insurance. 

■ There is a moral hazard problem which means that some 
people take more risks once they are insured. 
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Background 


Investments by Insurance Companies 

■ Insurance companies invest the insurance premiums and 
fees received from other services until the funds are needed 
to pay insurance claims. 

■ Investment decisions balance the goals of return, liquidity, 
and risk. 

■ Insurance companies want to generate a high rate of return 
while maintaining risk at a tolerable level. 

■ They need to maintain sufficient liquidity so that they can 
easily access funds to accommodate claims by 
policyholders. 
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Background 


Regulation of Insurance Companies 

■ The insurance industry is highly regulated by state agencies. 

■ Each state attempts to make sure that insurance companies 
are providing adequate services, and the state also approves 
the rates insurers may charge. 

■ The National Association of Insurance Commissioners 
(NAIC) facilitates cooperation among the various state 
agencies whenever an insurance issue is a national concern. 

■ The Insurance Regulatory Information System (IRIS) has 
been developed by a committee of state insurance agencies 
to assist in each state’s regulatory duties. 
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Background 


Regulation of Insurance Companies 

■ Assessment System 

■ The regulatory system is designed to detect any problems in 
time to search for a remedy before the company deteriorates 
further. 

■ The more commonly used financial ratios assess a variety 
of relevant characteristics, including the following: 

■ The ability of the company to absorb either losses or a 
decline in the market value of its investments. 

■ Return on investment. 

■ Relative size of operating expenses. 

■ Liquidity of the asset portfolio. 
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Background 


Regulation of Insurance Companies 

■ Regulation of Capital 

■ Insurance companies are required to report a risk-based 
capital ratio to insurance regulators. 

■ The ratio was created by the NAIC and is intended to force 
those insurance companies with a higher exposure to 
insurance claims, potential losses on assets, and interest rate 
risk to hold a higher level of capital. 

■ Regulation of Failed Insurance Companies 

■ The insurance commissioner proposes a plan within the 
court system on how the assets should be distributed 

■ If the company is to be liquidated, property insurance 
policies are canceled and state guaranty funds. 
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Background 


Regulation of Insurance Companies 

■ Regulation of Financial Services Offered 

■ In 1999, Congress passed the Financial Services 
Modernization Act, which allowed insurance companies to 
merge with commercial banks and securities firms. 

■ Federal Insurance Office 

■ In July 2010, the Financial Reform Act was implemented. 

■ One provision called for creation of the Federal Insurance 
Office to be housed within the Treasury Department. 

■ This office is responsible for monitoring the insurance 
industry and providing recommendations to Congress about 
insurance regulations. 
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Background 


Regulation of Insurance Companies 

■ International Insurance Regulations 

■ companies must comply with foreign regulations regarding 
services offered in the respective countries. 


11 


© 201 3 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part, except for use as 
permitted in a license distributed with a certain product or service or otherwise on a password-protected website for classroom use. 



Life Insurance Operations 


Ownership 

■ There are about 1,000 life insurance companies. 

■ A stock-owned company is owned by its shareholders 

■ A mutual life insurance company is owned by its 
policyholders. 
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Life Insurance Operations 


Types of Life Insurance 

■ Whole Life Insurance 

■ Protects insured until death. 

■ Provides a form of savings to the policyholder. It builds a 
cash value that the policyholder is entitled to even if the 
policy is canceled. 

■ Term Insurance 

■ Providing insurance over a specified term; no cash value 

■ Significantly less expensive than whole life insurance. 


13 


© 201 3 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part, except for use as 
permitted in a license distributed with a certain product or service or otherwise on a password-protected website for classroom use. 



Life Insurance Operations 


Types of Life Insurance 


■ Variable Life Insurance 

■ The benefits awarded by the life insurance company to a 
beneficiary vary with the assets backing the policy. 

■ Universal Life Insurance 

■ Combines the features of term and whole life insurance. 

■ Specifies a period of time over which the policy will exist 
but also builds a cash value for the policyholder over time. 

■ The first portion of the premium payment is used to pay the 
death benefit identified in the policy and to cover any 
administrative expenses. The second is used for investments 
and reflects savings for the policyholder. 
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Life Insurance Operations 


Sources of Funds 

■ Life insurance companies obtain much of their funds 
from premiums. 

■ The largest single source of funds is the provision of 
annuity plans, which offer a predetermined amount of 
retirement income to individuals. 

■ Capital 

■ Insurance companies build capital by retaining earnings or 
issuing new stock. 
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Exhibit 25.1 Distribution of U.S. Life Insurance 
Company Income 


Source: Life Insurance Fact Book. 
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Life Insurance Operations 


Uses of Funds 

■ Government Securities 

■ Life insurance companies invest in U.S. Treasury securities, 
state and local government bonds, and foreign bonds. 

■ Corporate Securities 

■ Corporate bonds are the most popular asset of life insurance 
companies. 

■ Companies usually hold a mix of medium- and long-term 
bonds for cash management and liquidity needs. 
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Exhibit 25.2 Assets of U.S. Life Insurance Companies 
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Life Insurance Operations 


Uses of Funds 

■ Mortgages 

■ Life insurance companies hold mortgages, including family, 
multifamily, commercial, and farm-related. 

■ Real Estate 

■ Insurance companies sometimes purchase real estate and 
lease it for commercial purposes. 

■ Ownership of real estate offers the opportunity to generate 
high returns but also exposes them to greater risk. 

■ Policy Loans 

■ Life insurance companies lend a small portion of their 
funds to whole life policyholders. 
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Life Insurance Operations 


Uses of Funds 

■ Summary of Uses of Funds 

■ Insurance companies channel funds received from 
premiums to purchase stocks and bonds. 
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Exhibit 25.3 How Insurance Companies Finance 
Economic Growth 
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Life Insurance Operations 


Asset Management of Life Insurance 
Companies 

■ To cope with the existing forms of risk, life insurance 
companies attempt to balance their portfolios so that any 
adverse movements in the market value of some assets 
will be offset by favorable movements in others. 

■ Many insurance companies are diversifying into other 
businesses by offering a wide variety of financial 
products. 
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Life Insurance Operations 


Interaction with Other Financial Institutions 

■ Life insurance companies interact with financial 
institutions in several ways. 

■ Participation in Financial Markets 

■ Insurance companies are common participants in the stock, 
bond, and mortgage markets because their asset portfolios 
are concentrated in these securities. 

■ They use the money markets to purchase short-term 
securities for liquidity purposes. 
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Exhibit 25.4 Interaction between Insurance 
Companies and Other Financial Institutions 


TYPE OF FINANCIAL 

INSTITUTION INTERACTION WITH INSURANCE COMPANIES 


Commercial banks and savings 
institutions (Sis) 

• Compete with insurance companies to finance leveraged buyouts. 

• Merge with insurance companies in order to offer various insurance-related services. 

• Compete with insurance companies to provide insurance-related services. 

• Provide loans to insurance companies. 

Finance companies 

• Are sometimes acquired by insurance companies. 

Securities firms 

• Compete directly with insurance companies in offering mutual funds. 

• Compete with insurance companies to finance leveraged buyouts. 

• Underwrite new issues of stocks and bonds that are purchased by insurance companies. 

Brokerage firms 

• Compete directly with insurance companies in offering securities-related services. 

• Compete directly with insurance companies in offering insurance-related services. 

• Serve as brokers for insurance companies that buy stocks or bonds in the secondary market. 

Pension funds 

• Are sometimes managed by insurance companies. 


© 201 3 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part, except for use as 
permitted in a license distributed with a certain product or service or otherwise on a password-protected website for classroom use 




Exhibit 25.5 Participation of Insurance Companies in 
Financial Markets 


m FINANCIAL market 

HOW INSURANCE COMPANIES PARTICIPATE IN THIS MARKET 

Money markets 

• Maintain a portion of their funds in money market securities, such as Treasury bills and 
commercial paper, to maintain adequate liquidity. 

Bond markets 

• Purchase bonds for their portfolios. 

Mortgage markets 

• Purchase mortgages and mortgage-backed securities for their portfolios. 

Stock markets 

• Purchase stocks for their portfolios. 

Futures markets 

• May sell futures contracts on bonds or a bond market index to hedge their bond and mortgage 
portfolios against interest rate risk. 

• May take positions in stock market index futures to hedge their stock portfolios against 
market risk. 

Options markets 

• Purchase call options on particular stocks that they plan to purchase in the near future. 

• Purchase put options or write call options on stocks they own that may experience a 
temporary decline in price. 

Swap markets 

• Engage in interest rate swaps to hedge the exposure of their bond and mortgage portfolios to 
interest rate risk. 
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Other Types of Insurance Operations 


Property and Casualty Insurance 

■ Protects against fire, theft, liability, and other events that 

result in economic or noneconomic damage. 

■ Life and PC insurance have very different characteristics 

■ PC policies often last one year or less, as opposed to the 
long-term or even permanent life insurance policies. 

■ PC insurance encompasses a wide variety of activities, 
ranging from auto insurance to business liability insurance. 

■ Forecasting the amount of future compensation to be paid is 
more difficult for PC insurance than for life insurance. 
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Other Types of Insurance Operations 


Property and Casualty Insurance 

■ Cash Flow Underwriting 

■ The PC insurance industry is cyclical. 

■ As interest rates rise, companies tend to lower their rates so 
as to write more policies and acquire more premium dollars. 

■ As interest rates decline, the price of insurance rises to 
offset decreased investment income. 

■ Uses of Funds 

■ Relative to life insurance companies, PC hold more 
government (municipal, Treasury, agency) securities. 

■ Property and Casualty Reinsurance 

■ Allocates a portion of their return and risk to other 
insurance companies. 
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Exhibit 25.6 Assets of Property and Casualty 
Insurance Companies 
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Other Types of Insurance Operations 


Health Care Insurance 

■ Insurance companies provide various types of health 
care insurance, including coverage for hospital stays, 
visits to physicians, and surgical procedures. 

■ Types of Health Care Plans 

■ Managed care plan may choose only specified health care 
providers (hospitals and physicians) who participate in the 
plan. 

■ Indemnity plan can usually choose any provider of health 
care services. 

■ The premiums for managed health care plans are generally 
lower, and payment is typically made directly to the 
provider. 
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Other Types of Insurance Operations 


Health Care Insurance 

■ Managed Health Care Plans 

■ Managed health care plans can be classified as health 
maintenance organizations (HMOs) or preferred 
provider organizations (PPOs). 

■ Health maintenance organizations usually require 
individuals to choose a primary care physician (PCP). 

■ Before patients insured under an HMO can see a specialist, 
they must first see a PCP to obtain a referral for the 
specialist. 

■ Preferred provider organizations usually allow insured 
individuals to see any physician without a referral. 
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Other Types of Insurance Operations 


Business Insurance 

■ Some forms of business insurance overlap with property 
and casualty insurance. 

■ Liability insurance can protect a firm against potential 
liability for harm to others as a result of product failure or 
a wide range of other conditions. 

■ Key employee insurance provides a financial payout if 
specified employees of a business become disabled or 
die. 
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Other Types of Insurance Operations 


Bond Insurance 

Bond insurance protects the investors that purchase bonds in 
the event that the bond issuers default on their bonds. 

Mortgage Insurance 

■ Mortgage insurance protects the lender that provides 
mortgage loans in the event of homeowner default. 

■ Credit Default Swaps as a Form of Mortgage Insurance 

■ Privately negotiated contracts that protect investors against 
the risk of default on particular debt securities. 

■ Insurance companies commonly serve as the counterparty 
and have to make payments only if there is a default on the 
securities covered by the swap. 
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Exposure of Insurance Companies to Risk 


Interest Rate Risk 

Because insurance companies carry a large amount of fixed- 
rate, long-term securities, the market value of their asset 
portfolios can be very sensitive to interest rate fluctuations. 

Credit Risk 

The corporate bonds, mortgages, and state and local 
government securities in insurance companies’ asset portfolios 
are subject to credit risk. 

Market Risk 

Since insurance companies invest in stock, they are exposed to 
possible losses on their stock portfolios during weak stock 
market conditions. 
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Exposure of Insurance Companies to Risk 


Liquidity Risk 

A high frequency of claims at a single point in time could force 
a company to liquidate assets at a time when the market value is 
low, thereby depressing its performance. 

Exposure to Risk during the Credit Crisis 

Many insurance companies that had invested some of 
their funds in mortgage-backed securities or in junk 
bonds experienced losses on their investments. 
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Exposure of Insurance Companies to Risk 


Exposure to Risk during the Credit Crisis 
■ Government Rescue of AIG 


35 


American International Group (AIG) is the largest insurance 
company in the world, with annual revenue of more than $100 
billion and operations in more than 130 countries. 

In 2008, AIG experienced severe financial problems because 
many debt securities defaulted. 

Since the failure of AIG could have a devastating effect on the 
insurance industry and the rest of the financial sector, the Federal 
Reserve bailed out AIG in September 2008 with support from the 
U.S. Treasury. 

The bailout allowed AIG to borrow up to $85 billion from the 
Federal Reserve over a two-year period, and the government 
received an equity stake of about 80 percent of AIG. 
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Valuation of an Insurance Company 


Factors That Affect Cash Flows 

■ Change in Payouts 

■ The payouts on insurance claims are somewhat stable for most 
life insurance companies with a diversified set of customers. 

■ The payouts on property and casualty claims can be volatile for 
PC companies. 

■ Change in Economic Conditions 

Economic growth can enhance an insurance company’s cash flows 
because it increases the level of income of firms and households and 
can increase the demand for the company’s services. 

■ Change in the Risk-Free Interest Rate 

Some of an insurance company’s assets (such as bonds) are 
adversely affected by rising interest rates. 
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Valuation of an Insurance Company 


Factors That Affect Cash Flows 

■ Change in Industry Conditions 

■ Insurance companies are subject to industry conditions, 
including regulatory constraints, technology, and 
competition within the industry. 

■ Change in Management Abilities 

■ An insurance company has control over the composition of 
its managers and its organizational structure. 

■ Its managers can attempt to make internal decisions that 
will capitalize on the external forces (economic growth, 
interest rates, regulatory constraints) that the company 
cannot control. 
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Valuation of an Insurance Company 


Factors that Affect the Required Rate of Return 
by Investors 

■ The risk-free interest rate is expected to be positively 
related to inflation, economic growth, and the budget 
deficit level but inversely related to money supply growth 
(assuming it does not cause inflation) 

■ The risk premium on an insurance company is inversely 
related to economic growth and can be affected by 
industry conditions (such as regulations) and 
management abilities. 
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Valuation of an Insurance Company 


Indicators of Value and Performance 

■ Indicator of Liquidity 

■ An insurance company’s liquidity can be measured using 
the following ratio: 

_ . . . Invested assets 

Liquidity ratio = 

Loss reserves and unearned premium reserves 

■ The higher the ratio, the more liquid the company. 
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Exhibit 25.7 A Framework for Valuing an Insurance 
Company 
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Valuation of an Insurance Company 


Indicators of Value and Performance 

■ Indicators of Profitability 

■ The profitability of insurance companies is often assessed using 
the return on net worth (or policyholders’ surplus): 

^ , Net profit 

Return on net worth = 

Policyholder's surplus 

■ Net profit consists of underwriting profits, investment income, 
and realized capital gains. 

■ Underwriting gains or losses are measured by the net 
underwriting margin: 

__ T , .. . Premium - Policy Expenses 

Net underwriting margin = 

Total As sets 
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Background on Pension Funds 


Public versus Private Pension Funds 

■ Public Pension Funds 

■ Can be either state, local, or federal. 

■ The best-known government pension fund is Social 
Security. 

■ Many public pension plans are funded on a pay-as-you-go 
basis. 

■ Private Pension Plans 

■ Created by private agencies, including industrial, labor, 
service, nonprofit, charitable, and educational 
organizations. 
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Background on Pension Funds 


Defined-Benefit versus Defined-Contribution 
Plans 

■ Defined-Benefit Plans 

■ Contributions are dictated by the benefits that will 
eventually be provided. 

■ The future pension obligations of a defined benefit plan are 
uncertain because the obligations are stated in terms of 
fixed payments to retirees. 

■ The amount the plan needs today will be uncertain because 
of the uncertain rate of return on today’s investments. 
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Background on Pension Funds 


Defined-Benefit versus Defined-Contribution 
Plans 

■ Defined-Contribution Plans 

■ Provides benefits that are determined by the accumulated 
contributions and the fund’s investment performance. 

■ Some firms match a portion of the contribution made by 
their employees. 

■ With this type of plan, a firm knows with certainty the 
amount of funds to contribute, whereas that amount is 
undetermined in a defined-benefit plan. 

■ The benefits to the participants are uncertain. 
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Background on Pension Funds 


Pension Fund Participation in Financial Markets 

■ To set up a pension fund, a sponsor corporation 
establishes a trust pension fund through a commercial 
bank’s trust department or an insured pension fund 
through an insurance company. 

■ Managers of pension funds instruct securities firms on 
the type and amount of investment instruments to 
purchase. 
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Exhibit 25.8 How Pension Funds Finance Economic 
Growth 
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Exhibit 25.9 Interaction between Pension Funds and 
Other Financial Institutions 


TYPE OF FINANCIAL 
INSTITUTION 

INTERACTION WITH PENSION FUNDS 

Commercial banks 

• Sometimes manage pension funds. 

• Sell commercial loans to pension funds in the secondary market. 

Insurance companies 

• Create annuities for pension funds. 

Mutual funds 

• Serve as investments for some pension funds. 

Securities firms 

• Execute securities transactions for pension funds. 

• Offer investment advice to pension portfolio managers. 

• Underwrite newly issued stocks and bonds that are purchased by 
pension funds. 
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Exhibit 25.10 Participation of Pension Funds in 
Financial Markets 


■ FINANCIAL MARKET 

HOW PENSION FUNDS PARTICIPATE IN THIS MARKET 

Money markets 

• Pension fund managers maintain a small proportion of liquid money market securities that can be 
liquidated when they wish to increase investment in stocks, bonds, or other alternatives. 

Bond markets 

• At least 25 percent of a pension fund portfolio is typically allocated to bonds. Portfolios of 

defined-benefit plans usually have a higher concentration of bonds than defined-contribution plans. 
Pension fund managers frequently conduct transactions in the bond market. 

Mortgage markets 

• Pension portfolios frequently contain some mortgages, although the relative proportion is low 
compared with bonds and stocks. 

Stock markets 

• At least 30 percent of a pension fund portfolio is typically allocated to stocks. In general, 

defined-contribution plans usually have a higher concentration of stocks than defined-benefit plans. 

Futures markets 

• Some pension funds use futures contracts on debt securities and on bond indexes to hedge the 
exposure of their bond holdings to interest rate risk. In addition, some pension funds use futures 
on stock indexes to hedge against market risk. Other pension funds use futures contracts for 
speculative purposes. 

Options markets 

• Some pension funds use stock options to hedge against movements of particular stocks. They may 
also use options on futures contracts to secure downside protection against bond price movements. 

Swap markets 

• Pension funds commonly engage in interest rate swaps to hedge the exposure of their bond and 
mortgage portfolios to interest rate risk. 
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Background on Pension Funds 


Pension Regulations 

■ ERISA 

■ Defined-contribution plans are subject to guidelines specified 
by the Employee Retirement Income Security Act 
(ERISA) of 1974 (also called the Pension Reform Act) and 
its 1989 revisions. 

■ Requires a pension fund to choose one of two vesting 
schedule options, which determine when an employee has a 
legal right to the contributed funds: 

■ Requires that any contributions be invested in a prudent 
manner. 
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Background on Pension Funds 


Pension Regulations 

■ The Pension Benefit Guaranty Corporation 

■ ERISA established the Pension Benefit Guaranty 
Corporation (PBGC) to provide insurance on pension plans. 

■ guarantees that participants of defined-benefit pension plans 
will receive their benefits upon retirement. 

■ Pension Protection Act of 2006 

■ If a company’s defined-benefit pension plan is underfunded, 
the Pension Protection Act of 2006 requires the company to 
increase its contributions to the pension plan so that it will be 
fully funded within seven years. 
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Pension Fund Management 


■ Regardless of the manner in which funds are contributed 
to a pension plan, the funds received must be managed 
(invested) until needed to pay benefits. 

■ Pension fund management can be classified according to 
the strategy used to manage the portfolio. 

■ Matched funding: investment decisions are made with the 
objective of generating cash flows that match planned 
outflow payments. 

■ Projective funding: offers managers more flexibility in 
constructing a pension portfolio that can benefit from 
expected market and interest rate movements. 
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Pension Fund Management 


■ Pension funds that are willing to accept market returns 
on bonds can purchase bond index portfolios that have 
been created by investment companies. 

■ Equity portfolio indexes that mirror the stock market are 
also available for passive portfolio managers. 
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Pension Fund Management 


Management of Insured versus Trust Portfolios 

■ Some pension plans are managed by life insurance 
companies. 

■ Contributions to such plans, called insured plans, are 
often used to purchase annuity policies so that the life 
insurance companies can provide benefits to employees 
upon retirement. 

■ Some pension funds are managed by the trust 
departments of financial institutions, such as commercial 
banks. 
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Pension Fund Management 


Management of Insured versus Trust Portfolios 

■ Although the day-to-day investment decisions controlled 
by the managing institution, the corporation owning the 
pension normally specifies general guidelines : 
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The percentage of the portfolio that should be used for 
stocks or bonds. 

A desired minimum rate of return on the overall portfolio. 
The maximum amount to be invested in real estate. 

The minimum acceptable quality ratings for bonds. 

The maximum amount to be invested in any one industry. 
The average maturity of bonds held in the portfolio. 

The maximum amount to be invested in options. 

The minimum size of companies in which to invest. 
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Pension Fund Management 


Management of Portfolio Risk 

■ Pension fund managers often struggle with the decision of 
whether to pursue investments with high expected return 
that have high risk. 

■ Many pension fund managers pursued risky investments 
prior to the credit crisis, which resulted in major losses 
during the credit crisis. 

■ Hedging Risk 

■ Pension fund portfolio managers are very concerned about 
interest rate risk. 

■ Corporate Control by Pension Funds 

■ As pension funds exert some corporate control, they can 
benefit because of their position as large shareholders. 
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Performance of Pension Funds 


Pension Fund’s Stock Portfolio Performance 

■ Change in Market Conditions 

■ The stock portfolio’s performance is usually closely related 
to market conditions. 

■ Change in Management Abilities 

■ Stock portfolio performance can vary among pension funds 
in a particular time period because of differences in 
management abilities. 
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Performance of Pension Funds 


Pension Fund’s Bond Portfolio Performance 

■ Impact of Change in the Risk-Free Rate 

The prices of bonds tend to be inversely related to changes in 
the risk-free interest rate. 

■ Impact of Change in the Risk Premium 

The prices of bonds tend to be inversely related to changes in 
the risk premiums required by investors who purchase bonds. 

■ Impact of Management Abilities 

The performance levels of bond portfolios can vary as a result 
of differences in management abilities. 
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Performance of Pension Funds 


Performance Evaluation 

■ If a manager has the flexibility to adjust the relative 
proportion of stocks versus bonds, the portfolio 
performance should be compared to a benchmark 
representing a passive strategy. 

■ Any difference between the performance of the pension 
portfolio and the benchmark portfolio would result from 

■ The manager’s shift in the relative proportion of bonds 
versus stocks. 

■ The composition of bonds and stocks within the respective 
portfolios. 
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Performance of Pension Funds 


Performance of Pension Portfolio Managers 

■ Many pension funds hire several portfolio managers to 
manage the assets. 

■ The general objective of portfolio managers is to make 
investments that will earn a large enough return to 
adequately meet future payment obligations. 
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SUMMARY 


■ Insurance companies offer insurance on life, property, 
health, business, bonds, and mortgages. Insurance 
companies commonly use their funds to invest in 
government securities, corporate securities, mortgages, 
and real estate. 

■ Insurance companies are exposed to interest rate risk 
because they tend to maintain large bond portfolios 
whose values decline when interest rates rise. They are 
also exposed to credit risk and market risk as a result of 
their investments in corporate debt securities, 
mortgages, stocks, and real estate. 
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SUMMARY (Cont.) 


■ The value of an insurance company is based on its 
expected cash flows and the required rate of return by 
investors. The payouts of claims (cash outflows) are 
somewhat predictable for life insurance firms, so they 
tend to have stable cash flows. In contrast, the payouts 
of claims for property and casualty insurance and other 
types of insurance services are subject to much 
uncertainty. 

■ Pension funds provide a savings plan for retirement. For 
defined-benefit pension plans, the contributions are 
dictated by the benefits that are specified. For defined- 
contribution pension plans, the benefits are determined 
by the accumulated contributions and the returns on the 
pension fund investments. 
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SUMMARY (Cont.) 


■ Pension funds can use a matched funding strategy, in 
which investment decisions are made with the objective 
of generating cash flows that match planned outflow 
payments. Alternatively, pension funds can use a 
projective funding strategy, which attempts to capitalize 
on expected market or interest rate movements. 

■ The valuation and performance of pension fund portfolios 
is highly influenced by market conditions. However, the 
valuation of some pension portfolios are more exposed 
to risk than others. Those pension portfolios that 
contained risky mortgages and mortgage backed 
securities experienced major losses during the credit 
crisis. 
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